To Our Valued CustomerB: 



We at Philip Morris are proud to sponsor this special report 
called “Solution Selling.’’ As a market leader in the cigarette 
category, we believe we have a responsibility to support the 
communication of fact-based information and “best practices” 
that can assist our customers in making sound decisions about 
the cigarette category. 

The size of the category C$46 billion at Retail) Is significant 
and given the loyalty that adult smokers demonstrate for their 
brands, we believe they base their selection decisions on a few 
key factors; 

• Availability, visibility, and accessibility of brands 

• Frequent promotions to reward adult smokers and 
communicate excitement within the category 

• Well-stocked racks and displays to prevent out-of-stocks 

• Placement of racks and displays in locations that facilitate 
shopping, selection, and smoker-friendly environment 

» Competitive pricing 

This report discusses recent trends in the cigarette category and 
provides ideas on how to best manage and grow the category. 

We hope you find this report useful in your plan to improve your 
performance in the cigarette category. 


Sincerely, 



Craig Johnson, 

Senior Vice President-Sales, 
Philip Morris U.S.A. 
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Mission Statement; 


"Our aim is to focus reader attention on 
companies that, in transforming their 
business practices, are excelling in today's 
new environment. These are the leaders in 
Solution Selling, who work together with their 
retailer customers to build overall business." 
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r. MARKEWIACE DYNAMICS 


Market Shifts Prompt 
New Approaches 

igarettes, a $45 billion annual sales 
category, is a hotbed of retail profits.' 
They light up 21% of gross profits in 
convenience stores, 2% in supermarkets 
and 1% in mass merchants.^ 

Savvy retailers also know cigarettes as a 
strategic business. There are few categories 
where consumers are as brand loyal, and where 
retailers can use that loyalty to bolster adult 
smokers' ties with their stores. 

The payoffs are great: 

• Smokers spend J55.25 in an average 
week in a supermarket versus a $35.67 
industry average, reports ACNielsen.’ 

• Cigarette purchasers in convenience stores 
buy more petroleum, snack foods, beer/ale, 
dairy and gum/candy than non-smokers.^ 

• On a space-to-sales ratio in convenience 
stores, cigarettes outperform every other 
category; 24% of sales in 5% of the space.* 


Cigarettes are a category manager's dream, 
with packings for every adult smoker's preference, 
a lineup of major manufacturers—including Philip • 
Morris, R.). Reynolds and Brown & Williamson- 
willing to share their market insights, and a 
proven platform of outstanding performance. 

Retailers who are concerned about falling 
cigarette sales and margins should note that the 
category has been relatively stable, with modest 
declines of 1% to 2% a year. Most important, 
consumer preferences are shifting to premium 
brands—from a 60% market share to 72% over 
the past six years. Marlboro, with a share gain 
to 33% of the market, is leading this trend.* 
Throughout the '90s:, cigarette sales have 
shifted towards: 

• higher-margin single and multi-packs rather 
than cartons; 

• premium brands rather than discount 
packings; and 

• convenience stores and free-standing tobacco 
shops, which have smoker-friendly selling 
environments with ample variety on 
prominent merchandisers, supported by 
exciting promotional offers. 



Convenience stores are the big cigarette share winners in the '90s, due to their 
emphasis on pack sales, multipack price promotions and high-impact point-of-purchase 
visibility. Freestanding tobacco shops are rapidly picking up shoppers because of their 
smoker-friendly sates environments, broad varieties and exciting price offers. 


% SHARE 
OF TOTAL 
VOLUME 



STORES MERCK. STORES 


Source; Philip Morris Internal data source 
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Market share loss by supermarkets, in 
particular, has been dramatic and partly of their 
own choosing. Supermarkets generally use restric¬ 
tive merchandising practices for cigarettes and 
have been slow to react to the change in manufac¬ 
turers' promotional strategies—such as offering 
price-off promotions which help build premium 
brand loyalty. For example, 80% of Marlboro adult 
smokers purchase Marlboro 100% of the time.' 

In toda/s era of slow growth in same-store sales, 
retailers can ill afford to give up business. They'd be 
better served by merchandising the cigarette cat¬ 
egory and drawing on its power as a profit catalyst. 
When Target decided to stop selling cigarettes, that 
put more volume into play for other retailers who are 
keenly interested in building category profit and 
bringing more traffic into their stores, 

Leaders in each trade class understand this 
and continue to build share. For example:* 

• Convenience stores tend to be the most 
fragmented. The Top 10 chains increased their 
share of ACV (all commodity volume) from 
22.2% to only 23.7%, as total store count 
rose by 2,000 to 91,600 during the 1987 

to 1993 period. 

• By contrast the Top 10 supermarket chains 
grew their share of sales from 22.9% to 
29.4% in the same period, as the total 
number of supermarket and grocery stores 
fell by 23,000 to 77,300 outlets. 

Management Horizons predicts this leading 
group could control a majority of food sales 
by the year 2005. 

• The Top 10 mass merchants grew their share 
of that segment's sales from 81.8% to 87.4% 
during the same period, as the trade class 
store count rose 300 to a total of 9,700. 

• The Top 10 drug chains raised their share of total 
drug store sales from 41.1% to 50.6% in the 
same period, as the number of drug stores slid 
by 4,000 to 49,300. 

Set this against the backdrop of declining cigarette 
unit sales, and it is clear that the only new cigarette 
business is a ampetitor'i cigarette business. 

Which explains why chains should look to 
recapture volume now flowing to the freestanding 
tobacco shops, which have gone from less than 1% 
to a nearly 7% share in just five years. Jim 
Mortensen, Vice President-Trade Marketing, Philip 
Morris U.S.A,, says: "That a new retail class man¬ 
ages the category so well that it attracts thousands 
of cartons a week from the existing retail base 
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should be a wake-up call for established retailers. 

They can only grow to the degree that convenience, 
food and mass merchandise stores let them," 

It's time that retailers relearn the principles that 
got them where they are. Understand that smokers 
would rather switch stores than brands. Align 
marketing to meet the preferences of every adult 
smoker, inventory amply so preferred packings are 
readily available, price competitively and promote 
often. Clearly, the days are long gone when display 
allowances drove retailer decisions over which 
fixtures to use, packings to sell or how to promote. 

"In the past," says Craig johnson, Senior Vice 
President-Sales, Philip Morris U.S.A., "many 
operating principles used by manufacturers 
actually encouraged retailers to take their eye 
off the categories represented by those same 
manufacturers. In our category, for example, 
many cigarette suppliers would pay for in-store 
placement of fixtures and signs." 

Today, he adds, four practices characterize 
winning category management in cigarettes: 

• Proven, fact-based strategies agreed to by both the 
retailer and manufacturer on which to base decisions. 

• Data-gathering mechanisms for fact-based 
decisions and tracking progress. 

• People capable of using new technology, new 
systems and an openness to changing the way 
suppliers, retailers and wholesalers interact. 

• Communication and trust among all trading 

partners. "Retailers and manufacturers must work 
together to develop plans that control costs, 
optimize inventory levels, respond to smoker 
preferences and offer good value to y, 

consumers," adds johnson. ^ 

This all adds up to an enlightened view of S 

retailers' freedom to sell cigarettes responsibly to 
millions of adult smokers who want them. With ui 
these management tools in place, retailers will “ 
have a crucial performance edge to win market oj 
share, grow same-store sales, raise net profits and 
position stores as true destinations. 


Best Practice Insight: Adult smokers are the most productive 
customers at retail, spending more during each visit and 
prekrring hIgh-margIn premium brands. Supermarkets have 
an unprecedented opportunity to restore cr/ffco/ market share 
by adopting proven winning merchandising strategies. These 
strategies include fieguent promotions, competitive pricing, 
maximizing sales by displaying the best-selling brands in the 
best positions, and aligning space to sales. 
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Manufacturers’ 

Performance 
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II. A FRAMEWORK FOR HIGH PERFORMANCE 

Category Management: 

Working in Unison 

T hrough efficient merchandising driven 
by category management, far-sighted 
retailers work with suppliers to build profits 
and solidify their bonds with consumers. 

The most sophisticated retailers pursue their 
category management objectives using the in- 
depth knowledge of cigarette manufacturers. 

They accrue rapid and substantial benefits that 
maximize performance of the 200 + SKU category. 

By eliminating out-of-stocks and over-inven¬ 
tory levels, retailers extract wasteful costs and 
assure in-stocks on the most popular brands and 
increase customer satisfaction. 

Moreover, retailers who control their high 
costs of cigarette inventories gain a tremendous 
working capital advantage. 

Progressive retailers who rely on category 
management principles focus on the Top 10 
brands, which combined have over a 73% share av 
of market, then the next 10 brands which have di; 

an additional 12 share of market. The Top 20 Sr 

brands contribute an 83% share of the market.’ to 
Moreover, premium brands now account for 
72% of industry sales, having gained nearly 10 br 

category points over the past three years.'* The se 

primary reason is the reduction in the national hf 



average price gap between premium and 
discount brands from SI .05 per pack to 59 cents. 
Smokers have overwhelmingly switched back 
to premium brands." 

Smokers are also choosing the best-selling 
brands in both the premium and discount 
segments; the top three brands in each segment 
ring up more than 60% of each segment's sales. 


Brand Consolidation 

Top Ten Brands Share ofTotal Category 



Core brands satisfy the greatest number of adult smokers, Retailers who focus on the best-sellers 
should bring new efficiencies to their assortments and maximize return on inventory investment. 

Source: ACNIelsen lor calendar years cited, all outlets combined. 
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The cigarette category presents a limited 
number of potential category management 
partners for retailers. Retailers should 
aggressively seek their in-depth knowiedge 
about smokers for competitive advantage. 

By combining each store's sellthrough data 
with Individual market or demographic 
profiles when deciding which products and 
categories to stock, retailers can get a step 
up on the competition. 

Category managers at chains should further 
evaluate suppliers based on state-of-the-art 
technology, which provides store-specific 
shipment data; promotional merchandising; 
and in-depth knowledge of the category, 
consumer trends and sales trends. 

"Industry consolidation, trade class shifting 
and promotional activity will likely all contribute 
to an environment of tremendous competition 
for adult smokers," says Mike Szymanczyk, 
Executive Vice President, Philip Morris U.S.A. 
"While picking the winners is more difficult than 
identifying the trends, we are fairly certain 
that retail organizations that have aggressive 
category management plans should have a 
significant advantage." 


Best Practice Insight: As smokers 
overwhelmingly choose premium 
brands, retailers must ensure in-stock 
positions on preferred packings and 
limit the rest for maximum returns. 

By strategizing closely with a category 
captain, retailers who merchandise and 
promote the high-volume cigarette 
category meet the specific needs of 
every market they're in. 
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Here Is an example of a store operator that 
maintained profits on sales of US cartons per 
week, while managing to slash inventory by 60% 
and nearly tripling turns to 28.S annually: 


How to Nearly Triple ROII 



Source; Philip Morris V.S.A. 
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Sending Sales Through the Roof. 

One out of tliree adult smokers chooses Marlboro. No cigarette brand drives more customers 
into your store. It’s the number one SKU in the entire convenience category. And it 
just keeps growing and setting new share and sales records every year. 
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A Compelling Stoiy in 
Convenience Stores 

I n terms of pure profit contributions, cigarettes 
are the leading category in the convenience 
store today: cigarettes account for 26% of 
total-store bottom line, beer 12%, food 
service 11%, soft drinks 10%, milk and 
milk products 5%, candy and gum 4%, salty 
snacks 4%.'* 

"Industry consolidation, trade ciass shifting 
and promotional activity will likely all 
contribute to an environment of tremendous 
competition for adult smokers." 

Mike Szymanczyk, 

Executive Vice President, 

Philip Morris U.S.A. 

On a space-to-sales ratio, cigarettes are the 
#1 category: 24% of sales in 5% of the space. 

Cigarettes are important not only in terms of 
the sales, traffic and profits they generate, but in 
the value of the shoppers they attract; 


♦ The average convenience store shopper spends 
$36 every three months, but cigarette shoppers 
spend $134 in that same period, reports 
ACNielsen Household Panel data. 

♦ Buyers of premium brands are even more 
valuable, spending $145 in the same 
three-month period. 

♦ Cigarette consumers do extensive cross¬ 
shopping of lucrative items at the convenience 
store. Among items bought most frequently with 
cigarettes: soft drinks on 35,5% of trips, dairy 
16.3%, beer/ale 16.3%, candy and gum 14.7%, 
snacks 8.5%, adds ACNielsen.” 

The key to keeping, these productive 
customers coming back Is to make stores their 
destination for cigarette purchases, using a 
disciplined approach to the five Ps: Product, 
Presence, Position, Price and Promotions. 


Best Practice Insight: Retailers who maintain 
adequate inventories to prevent out-of stocks, and 
devote the best display positions to top sellers such 
as Marlboro, maximize sales and benefit most from 
these shoppers. 
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III. BEST PRACTICE STRATEGIES 

Paths to Merchandising 
Excellence 


T 


he merchandising principles which 
enhance cigarette profitability are 
part of daily retail operations. 


Executives from two respected convenience 
store operators—QuikTrip and West Star—speak 
here about the challenges, strategies and rewards 
of selling cigarettes. 

Ron Sutter, 

Corporate sales and merchandising manager 

QuikTrip, a petroleum marketing chain of 
325 stores averaging 3,400 square 
feet in Oklahoma, Missouri, Kansas, Iowa, 
Georgia, Illinois and Nebraska. New 
stores ore 4,000 square feet. 


Aiming to 
translate smokers' 
high brand 
•loyalty into a 
connection with 
its stores, 

QuikTrip carries a 
wide variety of 
brands and 
packings in each 
store "to try to 
meet all of our 
customer prefer¬ 
ences," he adds. 

One division is 
testing the 
impact on sales 
when stores carry 

all the packings; results aren't in yet. 

The 325-store chain keeps two to three 
weeks worth of cigarette inventory in each 
store to protect against stockouts or holiday 
buying surges. QuikTrip determines the mix 
based on pull rates from its distribution 


_ • <•- 


center, and it decides on new items to carry 
based on ACNielsen or test market data pre¬ 
sented by manufacturers. 

While QuikTrip participates at the highest 
merchandising performance level of the Retail 
Masters program with Philip Morris, it also runs 
promotions with other major vendors, among 
them: Lorillard and Brown & Williamson, "It's 
important to maintain relations with all major 
vendors in order to offer variety and pricing 
offers that satisfy consumers," says Ron Sutter, 
corporate sales and merchandising manager, 
QuikTrip. 

The chain is considering overhead pack 
merchandisers and non-self-serve checkstand 
fixtures for its stores in Kansas City, Missouri, 
which by local law go to non-self-serve cigarette 
sales on june 1,1997. This is a radical change 
for Quik Trip, which is self-service in all but 
20 of its stores. 

"We'll lose impulse sales because adult 
smokers can't see all the brands. They'll probably 
buy one pack instead of a few. We expect a sales 
loss by going to non-self-serve," says Sutter. 

Moreover, the chain already 


cards consumers who appear to be 27 


or younger in order to comply with 


FDA regulations. "We ve posted signs 


on front doors and fixtures, and made 


It a companywide policy to show 


authorities that we'll be cooperative. 


and to show customers that we're 


interested in selling products only to 


people who are of age," says Sutter. 
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Hank Armour, 

President 

West Star, a convenience/gasoline chain 
of 20 stores averaging 2,500 square feet 
in northern California, Oregon and 
Washington. 


continue to be an important source of income," 
says Armour. 

• Carry products in demand by customers, and 
don't carry the ones that aren't. West Star 
carries about 100 cigarette packings to satisfy 
93% of its customers. "We used to carry twice 
as much, By reducing inventory, we increased 
productivity tremendously/ he says. 

As for FDA regulations that seek to 
eliminate self-service and color in-store point- 
of-sale materials this summer, Armour says, 

"If they come to pass, it will take quite a bit 
of creativity to create a store environment 
that is smoker-friendly ^nd conducive to 
merchandising a legal product. I am in 
complete support of the NACS (National 
Association of Convenience Stores) position 
that the display of tobacco products must 
be within the line of sight of the cashier. 

I aiso believe there are serious First Amend¬ 
ment issues related to these proposed 
advertising bans. Nobody in our Industry 
wants to sell tobacco products to minors." 

"FDA regulations for tobacco are far more 
onerous and strict than they are in selling 
alcohol. I disagree with them. A retailer can be 
in violation of the law by not carding someone 
who is legally old enough to buy the product. 
This is not the same as alcohol where you only 
violate law if you don't card someone who 
is under the legal age to buy the product," 
says Armour. 

"I disagree with carding people if they are 
clearly old enough to buy cigarettes. I can 
actually sell to people who are 18, but 
we've begun to card people under age 30." 

Retailers, he urges, must maintain strong 
relations with all the tobacco companies for 
two reasons; "Our industry is under attack. 

It's important that retailers, manufacturers 
and trade associations work together to 
defend the legal products we sell. We 
also have to develop merchandising and 
promotional programs that appeal to adult 
smokers across all brands." 


"Cigarette purchasers, regardless of their 
brand loyalties, are beginning to go to stores that 
offer them price and merchandising value. As this 
trend continues, we will see a much larger spread 
in average cartons per week sold across retail 
outlets," says Hank Armour, President, West Star. 

"We will see consolidation of cigarette sales to 
fewer higher-volume units. Tobacco stores will 
be part of that equation. Convenience stores will 
grow their business. Some supermarkets will grow 
creatively and imaginatively; others won't and will 
give up their cigarette volume. We will see that 
phenomenon across all channels," he adds. 

As for 20-store West Star, cigarettes exceed 
the average industry contribution of 24% of total 
inside sales and approximate the industry 
average of 21% of gross profits. 

His key category management principles are: 

♦ Be price competitive through a steady stream 
of discounts and bonus packs across brands. 

"We've done well with cross category 
promotions. We've done newspapers and coffee 
with cigarettes, but that won't light the world 
on fire. There is value in analyzing which 
products sell with cigarettes and placing point- 
of-sale materials in the area where the other 
products are displayed," notes Armour, 

"Our transaction analysis tells us smokers buy 
gasoline, coffee and fast food, so pump toppers 
make sense," he adds. 

• Merchandise visibility is a must inside and 
outside the store. "With price discount offers, 
manufacturers sometimes provide signs, and 
other times we'll pay. Manufacturers' allowances 


I 
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Supermarket Escalates Performance 

An astute supermarket chain which embraced category management in cigarettes has experienced 
rapid rewards in the form of greater unit and dollar volume and profits and more satisfied consumers. 

The chain had initially sought to simply save money on its cigarette inventory without affecting 
sales. Once it decided on a category management approach, however, the chain's merchandising 
team undertook a complete process of analyzing data, reviewing space-to-share ratios, repositioning 
best-selling brands on fixtures and displaying cigarettes more prominently. 

• turns rose by 50% 

* ROM climbed 53%, from 83 cents to $1.27. 

In addition, the chain enhanced its 
opportunities to promote the category and 
related merchandise, and built incremental 
purchases in several areas of its stores.” 


As a result, the retailer posted these gains; 

• average per-store volume increased 68 cartons 
a week, or 9.3% 

• the volume mix grew more profitable, with 
premium share rising to 68% from 63% and 
discount brands slipping to 32% from 37% 

• profits rose 14%, or 57,000 per quarter 

• chainwide inventory savings totalled $154,000 


IV. THE NEW ENVIRONMENT FOR CIGARETTE RETAILING 


New FDA Rules and the 
WE CARD Program 

S ince Feb. 28, 1997, all retailers of 
tobacco products must comply with 
new U.S. Food & Drug Administration 
regulations which mandate that: 



• Retailers are prohibited from selling tobacco 
products to people under the age of 18. 

• Retailers must verify the age of any purchaser 
under the age of 27 by checking photo 
identification. 

The Coalition for Responsible Tobacco Retailing 
runs the voluntary WE CARD program, which helps 
retailers comply with the new regulations. 

WE CARD is a voluntary effort supported by 13 
national retail, trade and industry associations. 
Among them: Food Marketing Institute, National 
Association of Convenience Stores, International 
Mass Retail Association, National Association of 
Chain Drug Stores. 

Major cigarette manqfacturers, wholesalers 
and retailers also support WE CARD. To date, in 
fact, over 330,000 WE CARD kits have been 
ordered. Kits have a singular message: "We 
Card...Under 18, No Tobacco." The program 
Includes policy decals, age-of-purchase stickers, 
counter signs, pads, and posters for stores, and 
workbooks, videos and audiotapes to train sales 
clerb in the prevention of under-age sates. 


Best Practice Insight: Retailers must be clear about 
their under-age and carding policies In order to sell 
cigarettes effectively and responsibly to the millions of 
adult smokers who purchase the category.. For addWonal 
Informadon on W£ CARD, dial 1-800-9^4-3968. 


CCC 14»|une1997 


Special Report 


3niirr.R: httn.s:;;..-. .,ri,i/rlnn../fnknnnnn 


51853 5877 




iOLUiiON mm 


V. YOUR NEXT STEPS FOR SUCCESS 
Influencing Shoppers 

T he tactics that cultivate smoker loyalties 
work consistently in all retail venues. 
Cigarette sales, no longer a trade class 
issue, hinge on how committed each 
chain is to their freedom to sell legal 
products responsibly, committed retailers gain 
market share, and profit through the disciplines of 
category management. 

The most effective way to get their fair share of 
adult smokers is through superior execution of the five 
P$: Product, Presence, Position, Price and Promotions. 

PRODUa 

> Emphasize the leading premium brands 
such as Marlboro. 

• Stock enough packings to satisfy local adult 
smoker demand, and allocate space to sales. 

PRESENCE 

• Emphasize one-stop shopping convenience. 

• Place signs inside and outside the store to welcome 
shoppers to a smoker-friendly environment. 

• Reduce visual clutter. 

POSITION 

• Highly visible fixtures give smokers confidence a 
store has their preferred brand and can increase 
impulse sales. 

• Self-service fixtures of cartons and packs drive 
the most incremental sales. 

» Display best sellers in the most prominent 
fixture locations. 

• Display cigarettes at high-traffic checkstand 
locations. 

* Signage creates a positive environment and 
makes adult smokers aware of premium offers 
and promotions. 

PRICE 

• A key component in the value equation. Retailers 
must be competitive with other retailers nearby. 

• Adult smokers generally trade up to premium 
brands they prefer, when priced competitively. 

• Price promotions influence cigarette buying 
decisions. 

PROMOTIONS” 

• 66% of smokers say that product promotion 
offerings help influence their purchase decision. 
• 50% say the same about free merchandise and 
price promotions. 

* Keep promotional displays visible. 


Special Report 



Best Practice Insight: Progressive retailers 
understand that they build their stores' loyalties by 
appealing to adult smokers and their brands of choice. 
The principles cited on this page blend together to 
create maximum impact on overall financial 
performance, frequency of store visits, the size 
of market baskets and consumer satisfaction. 
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(2) Management Horizons 1996 
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